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SUMVARY : The Federal Energy Regul atory Conm ssion

(Comm ssion) is anending its regulations to update and clarify
the Comm ssion's procedures, criteria and policies concerning
public utility mergers in light of dramatic and conti nui ng
changes in the electric power industry and the regul ati on of
that industry. The purpose of this Policy Statenment is to
ensure that mergers are consistent with the public interest
and to provide greater certainty and expedition in the

Comm ssion's anal ysis of nmerger applications.

EFFECTI VE DATE: This Policy Statenment is effective

i medi ately.
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FOR FURTHER | NFORMATI ON CONTACT:
Jan Macpherson (Legal Matters)
Kimberly D. Bose (Legal Matters)
O fice of the General Counse
Federal Energy Regul atory Comm ssion
888 First Street, N E.
Washi ngton, D. C. 20426
Tel ephone: (202) 208-0921
(202) 208-2284

W I bur C. Earley (Technical Matters)
O fice of Econom c Policy

Federal Energy Regul atory Comm ssion
888 First Street, N E.

Washi ngton, D. C. 20426

Tel ephone: (202) 208-0023

M chael A. Col eman (Technical Matters)
Office of Electric Power Regul ation
Federal Energy Regul atory Comm ssion
888 First Street, N E.

Washi ngton, D. C. 20426

Tel ephone: (202) 208-1236

SUPPLEMENTARY | NFORMATION: I n addition to publishing the full

text of this docunent in the Federal Reqgister, the Conm ssion

al so provides all interested persons an opportunity to inspect
or copy the contents of this document during normal business
hours in the Comm ssion's Public Reference Room Room 2A, 888
First Street, N E., Washington, D. C 20426.

The Comm ssion |ssuance Posting System (CIPS), an
el ectronic bulletin board service, provides access to the
texts of formal docunents issued by the Conm ssion. CIPS is
avai l abl e at no charge to the user and nmay be accessed using a
personal conputer with a nmodem by dialing (202) 208-1397 if
dialing locally or 1-800-856-3920 if dialing | ong distance.
CIPS is also avail able through the Fed World System (by Modem
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or Internet). To access CIPS, set your conmmrunications
software to 19200, 14400, 12000, 9600, 7200, 4800, 2400 or
1200bps full duplex, no parity, 8 data bits, and 1 stop bit.
The full text of this final rule will be available on CIPS in
ASCI | indefinitely and WordPerfect 5.1 format for one year.
The conplete text on diskette in
Wor dperfect format nmay al so be purchased fromthe Conm ssion's
copy contractor, LaDorn Systens Corporation, also |located in
Room 2A, 888 First Street, N. E., Washington, D. C. 20426.
The Commi ssion's bulletin board system al so can be

accessed through the FedWorld systemdirectly by nodem or
t hrough the Internet. To access the FedWrld system by nodem

Dial (703) 321-3339 and |logon to the Fedwsrld system

After logging on, type: /go FERC

To access the Fedworld systemthrough the Internet, a

tel net application nust be used either as a stand-al one or
linked to a Web browser:

Tel net to: fedworld. gov

Sel ect the option: [1] Fedworld

Logon to the FedWbrld system

Type: /go FERC

or

Poi nt your Web Browser to: http://ww.fedworl d. gov

Scroll down the page to select FedWorld Telnet Site

Sel ect the option: [1] Fedworld

Logon to the FedWorld system
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Type: /go FERC
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ORDER NO. 592
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W LL CONSI DER | N EVALUATI NG WHETHER A PROPOSED MERGER
'S CONSI STENT W TH THE PUBLI C | NTEREST

(I ssued Decenber 18, 1996)

| NTRODUCTI ON

This Policy Statenment updates and clarifies the Federal
Ener gy Regul atory Commi ssion's (Comm ssion) procedures,
criteria and policies concerning public utility mergers in
i ght of dramatic and continuing changes in the electric power
i ndustry and correspondi ng changes in the regul ati on of that
i ndustry. The Conm ssion believes it is particularly
inportant to refine and nodify its merger policy at this
critical juncture for the electric industry. The Conm ssion
recogni zes that the electric industry nowis in the m dst of
enor mous technol ogi cal, regulatory and econom ¢ changes. At
the heart of these changes is the transition to conpetitive
power supply markets, pronpted in part by this Comm ssion's
open access transm ssion policies. These changes are
fundamental, and nmergers and consolidations are anong the

strategic options avail able for conpanies seeking to
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reposition thenmselves in response to the enmergi ng conpetitive
busi ness | andscape.

In this Policy Statenent, the Conm ssion has two broad
goals. First, we intend to ensure that future nergers are
consistent with the conpetitive goals of the Energy Policy Act
of 1992 (EPAct) 1/ and the Commi ssion's recent Open Access
Rule. 2/ This means that the Conmi ssion, in applying the
Federal Power Act standard that nmergers nust be consi stent
with the public interest, nmust account for changi ng market
structures and pay close attention to the possible effect of a
merger on conpetitive bul k power nmarkets and the consequent
effects on ratepayers. Second, the Commi ssion believes that
as the pace of industry change increases, market participants
require greater regulatory certainty and expedition of
regulatory action in order to respond quickly to rapidly
changi ng market conditions. Accordingly, this Policy
St atenent of fers procedural innovations and nore specific
information that we woul d expect applicants to file to

facilitate the Comm ssion acting nore quickly on merger

1/ Energy Policy Act of 1992, Pub. L. No. 102-486, 106 Stat.
2776, 2905 (1992).

2/ See Pronoti ng Whol esal e Conpetition Through Open Access
Non- Di scrim natory Transm ssion Services by Public
Uilities and Recovery of Stranded Costs by Public
Uilities and Transmtting Uilities, Oder No. 888,
(Open Access Rule) 61 FR 21,540 (May 10, 1996), |1l FERC

Stats. & Regs. 31,036 (1996), reh' g pending.
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requests. 3/

W will generally take into account three factors in
anal yzi ng proposed nergers: the effect on conpetition, the
effect on rates, and the effect on regulation. First, our
anal ysis of the effect on conpetition will nore precisely
i dentify geographic and product markets and will adopt the
Depart ment of Justice/ Federal Trade Conm ssion Merger
CGui delines (Guidelines) as the analytical framework for
anal yzing the effect on conpetition. The Guidelines adopt a
five-step procedure for analyzing mergers:

First, the Agency assesses whether the
merger would significantly increase
concentration and result in a concentrated
mar ket, properly defined and neasured.
Second, the Agency assesses whether the
merger, in light of market concentration
and ot her factors that characterize the
mar ket, rai ses concern about potenti al
adverse conpetitive effects. Third, the
Agency assesses whether entry woul d be
timely, likely and sufficient either to

deter or to counteract the conpetitive

3/ In the near future, the Commi ssion will also issue a
notice of proposed rulemaking to set forth nore specific
filing requirenents consistent with this Policy Statenent

and additional procedures for inproving the merger
heari ng process.
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effects of concern. Fourth, the Agency

assesses any efficiency gains that

reasonably cannot be achi eved by the

parties through other nmeans. Finally, the

Agency assesses whether, but for the

nmerger, either party to the transaction

woul d be likely to fail, causing its assets

to exit the market. [4/]
By applying an analytic "screen" based on the Guidelines early
in the nerger review process, the Commission will be able to
identify proposed nergers that clearly will not harm
conpetition.

Second, in assessing the effect of a proposed nerger on
rates, we will no | onger require applicants and intervenors to
estimate the future costs and benefits of a merger and then
litigate the validity of those estimtes. Instead, we wll
require applicants to propose appropriate rate protection for

customers. The nobst prom sing and expeditious neans of

addressing this issue is for parties to engage in a pre-filing
consensus-building effort that will result in a filing that
i ncludes appropriate rate protection. |If merger applicants

and their affected whol esal e custoners are able to agree on

appropriate ratepayer safeguards, it should not be necessary

4/ U.S. Departnent of Justice and Federal Trade Comm ssion,
Hori zontal Merger Guidelines, issued April 2, 1992, 57 FR
41,552 (1992).
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to set this aspect of the nerger for hearing. 5/ Even where
the parties have been unable to come to an agreenent before
the nmerger is filed, they should continue to attenpt to
negotiate a settlenent. \While there are several potenti al
mechani sms avail abl e, which we di scuss herein, adequate
rat epayer protection will necessarily depend on the particul ar
circunmstances of the merging utilities and their ratepayers.
There is no one-size-fits-all approach, and the Comm ssion
strongly encourages parties to resolve this issue without a
formal hearing. However, we also recognize the possibility
that parties may not be able to reach an agreenment on
appropriate ratepayer protection and that there may be
situations in which the Comm ssion neverthel ess woul d be able
to approve a nerger. This could occur either after a hearing
or on the basis of parties' filings if we determ ne that the
applicants' proposal sufficiently insulates the ratepayers
from harm

Finally, with regard to the effect of the nmerger on
regul ation, we will adopt the approach we have used in recent
cases. Wth respect to shifts of regulatory authority to the
Securities and Exchange Comm ssion (SEC) where the applicants
will be part of a registered public utility hol ding conpany,

they may either commt thenselves to abide by this

5/ Parties may choose to use alternative dispute resolution
or other settlement processes to reach nutually agreeable
rat epayer protection resol utions.
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Comm ssion's policies with regard to affiliate transactions,
or we will set the issue for hearing. Wth respect to the
nmerger's effect on state regul ation, where the state

conm ssi ons have authority to act on the nerger, we intend to
rely on the state comm ssions to exercise their authority to
protect state interests.

In order to provide nore certainty and expedition in our
handl i ng of nerger applications, this Policy Statenent
expl ai ns how nerger applicants shoul d address each of the
three factors as part of their case-in-chief in support of
their application. For the effect on conpetition factor,
applicants who denpbnstrate that their merger passes the market
power screen established in this Policy Statenment wl|
establish a presunption that the merger raises no nmarket power
concerns. In that event, a trial-type hearing on this factor
shoul d not be necessary. W are also setting forth gui dance
on the other two factors and ways to resol ve any concerns
about these factors without a trial-type hearing.

For mergers that do not pass the narket power screen, we
will engage in a nore detail ed analysis, which may include a
trial-type hearing. As discussed below, if we find that a
nmerger will have an adverse effect on conpetition, and if the
addi ti onal factors exam ned do not mitigate or counterbal ance
t he adverse conpetitive effects of the merger, we may inpose
vari ous renedi es where necessary to nake a nerger consi stent

with the public interest.
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In this Policy Statenent, we al so provide gui dance on
what ki nd of evidence is needed for each factor. Thus,
applicants will be able to provide the necessary informtion
at the outset. This should provide nore certainty and help
focus our review on specific issues that require nore
scrutiny. W believe that the additional information that we
woul d expect parties to file will expedite the nmerger review
process and enable the Comm ssion to act on section 203
applications nore quickly. W intend to process npbst merger
applications within 12-15 nonths after the applications are
conpl eted, as discussed bel ow under "Procedures."

I n general, we expect that a merger approved by the
Comm ssion will satisfy each of the three factors that form
t he basis of our merger review, i.e., post-nerger market power
must be within acceptable thresholds or be satisfactorily
m tigated, acceptable custonmer protections nust be in place,
and any adverse effect on regul ati on must be addressed.
However, we recogni ze that there nmay be unusual circunstances
in which, for exanple, a merger that raises conpetitive
concerns may nevertheless be in the public interest because
customer benefits (such as the need to ensure reliable
electricity service froma utility in severe financi al
di stress) may clearly conpel approval. Consistent with the
Gui del i nes, the Comm ssion would continue to account for such
circunmstances and could, in a particular case, conclude that

on bal ance the merger is consistent with the public interest.
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Finally, the Conm ssion recognizes that, as the industry
evolves to nmeet the chall enges of a nore conpetitive
mar ket pl ace, new types of mergers and consolidations will be
proposed. For exanple, in addition to nergers between public
utilities, market participants already are considering
restructuring options that include nmergers between public
utilities and natural gas distributors and pipelines,
consol i dations of electric power marketer businesses with
ot her electric or gas marketer businesses, and conbi nati ons of
jurisdictional electric operations with other energy services.
6/ As a consequence, our nerger policy nust be sufficiently
fl exi ble to accommdate the review of these new and innovative
busi ness conbi nati ons that are subject to our jurisdiction
under section 203 and to determine their inplications on
conpetitive markets. We believe that the anal ytical framework
articulated in this Policy Statenment provides a suitable
nmet hodol ogy for determ ning whether such nmergers will be

consistent with the public interest. 7/ However, it will not

6/ See, for exanple, anmong others, the proposed nerger of
Enron Corporation with Portland General Corporation
(Docket No. ER96-36-000) and the proposed acquisition of
PanEner gy Corporation by Duke Power Conpany, announced
Novermber 25, 1996.

7/ We recogni ze that, as sone energy products possibly
beconme nore suitable alternatives to others, or as the
conbi nati on of conpl ementary energy services possibly
affects barriers to entry, the focus of our analysis may
have to be adjusted to enconpass those products, markets,
and factors that are relevant to analyzing the exercise
of market power in the future business environnent.
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be necessary for the merger applicants to performthe screen
analysis or file the data needed for the screen analysis in
cases where the nmerging firms do not have facilities or sell
rel evant products in conmon geographic nmarkets. In these
cases, the proposed merger will not have an adverse
conpetitive inpact (i.e., there can be no increase in the
appl i cants' market power unless they are selling rel evant
products in the sane geographic markets) so there is no need
for a detailed data analysis. |If the Commission is unable to
conclude that the applicants neet this standard, the

Comm ssion will require the applicants to supply the
conpetitive analysis screen data described in Appendi x A.

I'1. BACKGROUND

Section 203(a) of the Federal Power Act (FPA) provides
that no public utility shall sell, I|ease, or otherw se dispose
of the whole of its facilities that are subject to the
Comm ssion's jurisdiction, or any part thereof with a value in
excess of $50, 000, or by any neans whatsoever, directly or
indirectly, nerge or consolidate such facilities with those of
any other person, or purchase, acquire, or take any security
of another public utility without first securing the
Comm ssion's approval. 8/ Section 203(a) also says that "if

the Commi ssion finds that the proposed . . . [nerger] will be

8/ VWil e many types of transactions, including relatively
nm nor ones, nmay require section 203 authorization, this
Policy Statenent focuses on nergers.
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consistent with the public interest, it shall approve the
sane." 9/ Under section 203(b), the Comm ssion may approve a
proposed nmerger "in whole or in part and upon such ternms and
conditions as it finds necessary or appropriate. . . ." This
power is to be exercised "to secure the maintenance of
adequate service and the coordination in the public interest
of facilities subject to the jurisdiction of the Comm ssion."
10/

Thirty years ago, in the Compnwealth case, 11/ the

Comm ssion set forth six non-exclusive factors for eval uating
mer gers:

(1) the effect of the proposed merger on

conpetition;

(2) the effect of the proposed merger on the

applicants' operating costs and rate

| evel s;

(3) the reasonabl eness of the purchase price;

(4) whether the acquiring utility has coerced the

t o- be-acquired utility into acceptance of

t he nmerger;

9/ 16 U. S.C 824b(a) (1994).
10/ 16 U. S.C. 824b(b) (1994).
11/ See Commonweal t h Edi son Conpany (Commonweal th), Opinion

No. 507, 36 F.P.C. 927, 936-42 (1966), aff'd sub nom
Uility Users League v. FPC, 394 F.2d 16 (7th Cir. 1968),
cert. denied, 393 U. S. 953 (1969).
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(5) the inpact of the nmerger on the effectiveness of
state and federal regulation; and
(6) the contenpl ated accounting treatnent.
Of these factors, the first two -- the effect on conpetition
and the effect on costs and rates -- have presented the npst
significant issues in recent nerger cases.

Si nce Commonweal th, however, both the electric utility

industry and utility regul ation have changed dramatically.
The Commi ssion's Open Access Rule 12/ describes these changes
at length. Advances in technol ogy now all ow scal e econoni es
to be exploited by smaller-size units, thereby allow ng
smal |l er new plants to be brought on line at costs bel ow t hose
of the large plants of the 1970s and earlier. 13/
Technol ogi cal advances in transm ssion have made possible the
econom ¢ transm ssion of electric power over |ong distances at
hi gher voltages. 14/ State public utility conm ssions have
been relying nore on conpetitive contracting as the primary
vehicle for addi ng new generating capacity. 15/ This

Commi ssi on has authorized nmarket-based rates for whol esal e

electricity sales when it has found that the public utilities

12/ See Open Access Rule, 61 FR at 21, 540.

13/ See ld. at 21, 544.

14/ See |d. at 21,544-45,

15/ See Paul L. Joskow, Regulatory Failure, Regulatory
Reform and Structural Change in the Electrical Power

| ndustry, in Brookings Papers on Econ. Activity,
M croecononi cs 125 (1989).
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| ack mar ket power.

In 1992, a | andmark change occurred when Congress enacted
the EPAct. That statute permtted new power suppliers, called
exenpt whol esal e generators, to enter whol esal e power markets,
and expanded the Conm ssion's authority to require
transmtting utilities to provide eligible third parties with
transm ssi on access. In 1996, consistent with the conpetitive
goal s of EPAct, the Comm ssion adopted a sweeping regul atory
policy change with the promul gati on of the Open Access Rul e.
That rule requires each public utility that owns, operates or
controls interstate transm ssion facilities to file an open
access transnmission tariff that offers both network and point-
to-point service. The rule is designed to renmedy the undue
di scrimnation that is inherent when a utility does not offer
truly conparable transm ssion service to others, and to
pronmote conpetitive bul k power markets. Thus, EPAct and the
Comm ssion's Open Access Rule have fundanentally changed
federal regulation of the electric utility industry. In
addition, many states are contenplating retail access, which
may pronpt even nore significant changes in the industry.

Because these changes have inplications for the

Comm ssion's regul ation of mergers, 16/ we issued a Notice of

16/ Many of the commenters in the Open Access Rul e proceeding
suggested that the Comm ssion reevaluate its nerger
policy in concert with the open access rul emaki ng. See
Open Access Rule at 61 FR 21, 555.



Docket No. RMI6-6-000 - 13 -

I nquiry (NO) 17/ soliciting conments on whether our thirty-
year-old criteria for evaluating nmergers should be revised.
VWil e nost commenters agree that we should revise our nerger
policies, there are differences of opinions on the general
direction of the change needed. The comments are sunmari zed
in Appendix D. 18/

[11. DI SCUSSI ON

A. General Comments on Revising Merger Policy

1. Di recti on of Change

As not ed above, under section 203, the Commi ssion
eval uates nergers to determ ne whether they are "consi stent
with the public interest.” Congress did not intend the
Comm ssion to be hostile to nergers. 19/ W have found that
the transaction taken as a whole nust be consistent with the
public interest. 20/ Thus, even if certain aspects of a
proposed nmerger are detrinmental, the merger can still be

consistent with the public interest if there are

17/ See Inquiry Concerning the Comm ssion's Merger Policy
Under the Federal Power Act, Docket No. RMB6-6-000, 61 FR
4,596 (February 7, 1996), FERC Stats. & Regs. 35, 531.

18/ Appendix C sets forth the full nanes and acronyns of the
comment ers.

19/ Pacific Power & Light Co. v. FPC, 111 F.2d 1014, 1016
(9th Cir. 1940) (PP&L); also see Northeast Utilities
Service Co. v. FERC (NU), 993 F.2d 937 (1st Cir. 1993).

20/ Entergy Services Inc. and Gulf States Utilities

Conmpany (Entergy), Opinion No. 385, 65 FERC 61, 332
at 62,473 (1993), order on reh'g, Opinion No. 385-A,

67 FERC 61,192 (1994), appeal pending.
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countervailing benefits that derive fromthe nmerger. 21/

Al most all comrenters argue that we need to revise our
nmerger policies and standards in |ight of the changes in the
i ndustry. 22/ On one side, nany comenters argue that nergers
may prevent markets from becoming truly conpetitive. 23/ On
the other side, some commenters suggest that the Commi ssion
shoul d approve a nmerger unless harmto the public interest is
denonstrated. 24/ These comenters claimthat nost nergers
are proconpetitive and should be approved unless a problemis
identified.

We do not agree either with commenters who argue that we
shoul d actively encourage nmergers or those who argue that we
shoul d di scourage them The statutory standard is that a
nmerger nust be "consistent with" the public interest. Wile
we believe that the Conmm ssion has broad flexibility in
determining what is in the public interest, particularly in
i ght of changing conditions in the industry, we do not read

the statutory | anguage as creating a presunption agai nst

nmergers. 25/ Nor are we prepared to presune that all nergers

21/ See NU, 993 F.2d at 945.

22/ See Appendix D, Section IA.

23/ For exanple, APPA, NRECA at 7-8; ELCON at 12-13.

24/ For exanple, Utilicorp United at 2, 7, 10.

25/ In NU, 993 F.2d at 947, the court pointed out that the
FPA differs fromthe Bank Merger Act in that the latter

contains an "inplicit presunption that nergers are to be
di sapproved. "
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are beneficial. It is the applicants' responsibility to
denonstrate that the nmerger is consistent with the public
i nterest.

We believe that if the Conmi ssion is to fulfill its
statutory responsibilities, it nust determ ne what is
consistent with the public interest in light of conditions in
the electric industry in general as well as the specific
ci rcunmst ances presented by a proposed nmerger. In an era of
traditional, cost-of-service based regulation, the Conm ssion
defined its public interest responsibilities consistent with
that structure. Today, we believe that the public interest
requires policies that do not inpede the devel opnent of
vibrant, fully conpetitive generation markets. W are
refining our analysis of the effects of proposed nmergers on
conpetition in order to protect the public interest in the
devel opnent of such highly conpetitive markets, as discussed
bel ow.

The Commission's interpretation of the public interest
standard has never been static. |In the El Paso case, 26/ we
expl ai ned that our view of what it takes to mtigate market
power sufficiently to allow approval of a merger had evol ved
over tinme. We pointed out that as the industry had becone

nore conpetitive, we began exam ni ng market power in

26/ ElI Paso El ectric Conpany and Central and Sout hwest
Services Inc., 68 FERC 61, 181 61, 914-15 (1994),
dism ssed, 72 FERC 61,292 (1995).
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transm ssion nore closely, and that conparabl e access was now
required. Moreover, we explained in El _Paso that while in the
past we had focused only on increases in market power, we no

| onger believed that we could find any nerger to be consistent
with the public interest, whether or not the nmerger created

i ncreased mar ket power, unless the nerging utilities provided
open access. W adopted this revised view of the public
interest in light of EPAct's goal of encouraging greater

whol esal e conmpetition and the significant increase in actual
conpetition.

2. How to | npl ement New Policies

We are adopting our new policies through this Policy
St atenment rather than through other means, such as acting on a
case-by-case basis or through a rulemaking. Wile some
conmment ers suggested ot her nmeans, 27/ we believe that a Policy
Statenent is needed. Proceeding on a case-by-case basis would
not give applicants and intervenors the gui dance needed to
facilitate the presentation of the kinds of well-focused
evi dence and argunents that will inprove and expedite the
nmerger review process. On the other hand, a binding rule
woul d be too rigid at this time. Because the industry
continues to change rapidly, we rmust maintain flexibility in
fulfilling our statutory responsibilities.

Comrent ers di sagree on whether we should apply the new

7/ See Appendi x D at Section |B.
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policy to pending nerger proposals. 28/ Those proposing
nmergers have been on notice since we issued the NO that the
Comm ssion is considering revising its criteria for evaluating
proposed nmergers. |In several recent merger hearing orders, we
have di scussed the NO and have indicated that we intend to
eval uate pendi ng proposals in |ight of any new criteria we

m ght adopt. 29/ We do not believe that any applicants wll
be seriously disadvantaged by application of this policy to
pendi ng cases. Qur analysis of the effect of a proposed
merger on conpetition has been evolving for sone tine,
particularly since the enactnent of EPAct and the issuance of
t he Open Access Rule. Thus, we are not applying radically new
anal yses or standards. The sane is true of the other two
remai ni ng factors, the effects on regulation and on rates. W
will address the specific application of the policy to pending
cases on a case-by-case basis. |If necessary, we will require
the parties to supplenment the record in any pendi ng case, and
we do not expect that this will cause any substantial delay.
In fact, if anything, we expect this Policy Statenment w ||

make it easier to resolve any remni ning issues, because of our

N
~

Ld.

N
~

Uni on El ectric Conpany and Central Illinois Public
Service Conpany (Union Electric), 77 FERC 61, 026
(1996), reh'g pending; Public Service Conpany of Col orado
and Sout hwestern Public Service Conpany (PS Col orado), 75
FERC 61,325 (1996), reh'qg pending; Baltinore Gas &

El ectric and Potonmac El ectric Power Conpany, 76 FERC

61, 111 (1996).
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clarification of our policies.

B. Ef fect on Competiti on and Renedi es

1. Backar ound

In response to the NO, we received many conments on our
mar ket power analysis. Comenters generally divide into two
groups, one recomrending stricter scrutiny of the effect of
mergers on conpetition, while the other argues that |ess
concern is warranted in today's nore conpetitive environnent.

Those in the first group support nore stringent scrutiny
because they believe that mergers can cause conpetitive harm
particularly in a transitional era. Many commenters 30/ argue
that mergers increase generation market power, increase
nonopsony buyi ng power, encourage self-dealing, discourage
alternative suppliers under retail access, and tend to
preserve certain conpetitive advantages associated with
vertical integration. These comenters criticize the analysis
t he Comm ssion has been using to evaluate nergers. They argue
t hat the Comm ssion has not given enough consideration to
i nportant factors, including generation dom nance, the effect
of transm ssion constraints on conpetition, the merged
conpany's ability to exercise market power in |ocalized areas
and in short-termenergy sales, the effects on markets in

which little or no effective conpetition exists, and the

30/ These include, for exanple, CA Com Joint Consuner
Advoc., APPA, NRECA, Envi ronmental Action et al.,
RUS, Salt River, Lubbock, Wsconsin Custoners, and
TAPS.



Docket No. RMI6-6-000 - 19 -

significant anticonpetitive advantages that vertically
integrated utilities possess as a result of the |ong-existing
statutory and regul atory system

The second broad group of comenters 31/ argues that
nmergers are proconpetitive. These commenters maintain that
nmergers |l ower costs, create econoni es of scale and geographic
scope, create |large strong conpetitors, allow rapid novenent
into new markets, allow diversification to mnim ze
shar ehol der exposure to business fluctuation, and |l et the nost
efficient conpanies operate facilities, anong other reasons.

2. Di scussi on

a. The Rol e of Conpetition

The electric industry s rapid restructuring, and the
Comm ssion s regul atory response to it, have made the effect
of mergers on conpetition, and the way the Commi ssion
eval uates that effect, critically inportant.

The Open Access Rule was a watershed for electric
i ndustry regulation. 1In the Rule, we recognized that, where
it exists, conpetition has become the best way to protect the
public interest and to ensure that electricity consumers pay
the | owest possible price for reliable service. Before the
Open Access Rule, the Conm ssion took the approach that
traditional regulation could cure many mar ket power probl ens.

The size of the conpany, the territory it covered, and the

1/ Such as UtiliCorp, Southern, PanEnergy, and Sout hwest ern.
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assets it held did not matter greatly because regul atory
oversi ght could hold market power in check. |ndeed, the
creation of larger utilities allowed sonme utilities to take
advant age of scal e econoni es and pass the cost savings on to
consumers under regul atory supervi sion.

Wth the open transni ssion access resulting fromthe Open
Access Rule and the continuing evolution of conpetitive
whol esal e power nmarkets, we believe that conpetition is now
t he best tool to discipline wholesale electric nmarkets and
t hereby protect the public interest. But the conpetition
needed to protect the public interest will not be efficient
and deliver |ower prices in poorly structured markets. For
exanpl e, a concentration of generation assets that allows a
conpany to domi nate a market w ||l danpen or preclude the
benefits of conpetition. |In sum as customer protection is
i ncreasi ngly dependent upon vi brant conpetition, it is
critically inportant that mergers be evaluated on the basis of
their effect on market structure and performance. Thi s
nmeans that the Conmi ssion nust find ways to assess nore
accurately the conpetitive inpact of merger proposals. In
doi ng so, however, we nust be sensitive to another pressing
concern: the industry's need for nore analytic and procedural
certainty fromthe Comm ssion. The increased pace of merger
proposal s has tested our ability to respond in a tinely way.
We recogni ze that nmerger proposals are busi ness deci sions nade

in response to market pressures and opportunities. Some
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nmer ger proposals nmay strengthen weak firns and create stronger
conpetitors. Some, however, nmay result in firns that wll

dom nate or mani pul ate electricity markets and thwart
conpetition. |In either case, applicants are entitled to
tinmely decisions fromthis Comm ssion. The policies and
procedures adopted in this Policy Statenent are intended to
pronmote that goal.

b. Definition of Markets

An accurate assessnment of the effect on markets depends
on an accurate definition of the markets at issue. The
Comm ssion's current anal ytic approach defines geographic
markets in a manner that does not always reflect accurately
t he econonm ¢ and physical ability of potential suppliers to
access buyers in the market. This approach uses what has conme
to be known as a hub-and-spoke nethod. It identifies affected
customers as those that are directly interconnected with the
nmerging parties. It then identifies potential suppliers as:
(1) those suppliers that are directly interconnected with the
customer (the "first-tier" suppliers); and (2) those suppliers
that are directly interconnected with the nerging parties and
that the custoner thus can reach through the nmerging parties’
open access transmi ssion tariff (the "second-tier" suppliers).

A drawback of this method of defining geographic markets
is that it does not account for the range of paraneters that
af fect the scope of trade: relative generation prices,

transm ssion prices, |losses, and transm ssion constraints.
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Taki ng these factors into account, markets could be broader or
narrower than the first- or second-tier entities identified
under the hub-and-spoke analysis. For exanple, a supplier
that is directly interconnected with a buyer may not be an
econom ¢ supplier to that buyer if transni ssion capability
across that interconnection is severely constrained or if the
transm ssi on charges are greater than the difference between
t he decrenental cost of the buyer and the price at which the
supplier is willing to sell. In contrast, a supplier that is
three or four "wheels" away fromthe same buyer may be an
econom ¢ supplier if the sum of the wheeling charges and the
effect of losses is less than the difference between the
decrenmental cost of the buyer and the price at which the
supplier is willing to sell. In other words, nere proximty
is not always indicative of whether a supplier is an economc
al ternative.

Anot her concern with the approach we have used in the
past is its analytic inconsistency. It defines the scope of
the market to include the directly interconnected utilities
t hat are accessible due to the applicants' open access tariff,
but does not expand the market to recogni ze the access
af forded by other utilities' tariffs. This was acceptable
bef ore open access was established as an industry-w de
requi renment for public utilities. Now that virtually al
public utilities have open access transmi ssion tariffs on

file, it is no |onger appropriate to recognize only the effect
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of certain entities' tariffs on the size of the market.

I n nodi fying our conpetitive analysis, we are adopting
the GQGuidelines as the basic framework for evaluating the
conpetitive effects of merger proposals. The Guidelines are a
wel | -accept ed standard approach for evaluating the conpetitive
effects of mergers, and they received substantial support from
comment ers.

C. Use of the Guidelines

The Guidelines set out five steps for merger anal ysis:
(1) define markets likely to be affected by the merger and
nmeasure the concentration and the increase in concentration in
t hose markets; (2) eval uate whether the extent of
concentration and other factors that characterize the nmarket
rai se concerns about potential adverse conpetitive effects;
(3) assess whether entry would be tinmely, likely, and
sufficient to deter or counteract any such concern; (4) assess
any efficiency gains that reasonably cannot be achi eved by
ot her means; and (5) assess whether either party to the nerger
woul d be likely to fail wi thout the merger, causing its assets
to exit the market. We note, however, that the Guidelines are
just that -- guidelines. They provide analytical guidance but
do not provide a specific recipe to follow. |Indeed, applying
the Guidelines to the electric power industry is one of our
bi ggest anal ytic chall enges, both because the industry is
evolving very rapidly and because the industry has sone uni que

features, such as very limted opportunities for storage
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(hence the inportance of time-differentiated markets). An
anal ysis that follows the Guidelines still requires nmany
assunmptions and judgments to fit specific fact situations.
VWile this Policy Statement provides gui dance on how t he
Comm ssion intends to nore sharply focus its analysis of a
nmerger's effect on conpetition, we cannot reduce this analysis
to a purely mechani zed conputati on of the same data inputs for
all merger applications. Rather, the Conm ssion will need to
eval uate the rel evant product and geographi c markets affected
by each merger proposal; these markets, in turn, depend on the
specific characteristics of the merger applicants and the
products and markets in which they potentially trade.
Consequently, mergers may require analysis of different
product and geographic markets due to factors (such as the
exi stence of constrained transm ssion paths) that affect the
size of a particular market or the hours in which trade of the
product is critical to determ ne whether merger applicants
possess mar ket power. Such distinguishing factors will need
to be identified and anal yzed on a case-by-case basis. Thus,
t he anal ytical process explained in this Policy Statenent is a
framewor k under which appropriate adjustnments nmay be required
to be incorporated to take account of factors unique to a
merger. Furthernore, as noted above, this Policy Statenent
also is intended to be sufficiently flexible to acconmopdate
t he kinds of new nmerger proposals that will be presented to

t he Comm ssion as the energy industry evolves to nmeet the
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chal | enges of a nore conpetitive marketpl ace.

We note that the CGuidelines contenplate using renedies to
mtigate any harmto conpetition. There will be nergers
where, at the end of an anal ysis, market power concerns
persi st but that could be made acceptable with nmeasures to
mtigate potential market power problens. W encourage
applicants to identify market power problens and to propose
remedi es for such problens in their merger proposals. |In many
cases, such a renmedy could avoid the need for a formal hearing
on conpetition issues and thus result in a quicker decision.
As discussed further in Section IIl B (2)(e), if a proposed
l ong-termrenedy is not capable of being effectuated at the
time the nerger is consummated, applicants nmay propose
effective interimremedi al neasures.

d. Analytic Screen

It is inmportant to give applicants sone certainty about
how filings will be analyzed and what will be an adequate
showi ng that the nmerger would not significantly increase
mar ket power. This will allow applicants to avoid or mnim ze
a hearing on this issue. Consequently, we will to use an
anal ytic screen (described in Appendix A) that is consistent
with the Guidelines. |f applicants satisfy this analytic
screen in their filings, they typically would be able to avoid
a hearing on conpetition. W would expect applicants to
performthe screen analysis as part of their application and

to supply the Comm ssion and the public with electronic files
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of all data used in the analysis as well as other related
specified data. The Commission will need this information in
order to performits conpetitive analysis. |f an adequately
supported screen anal ysis shows that the nerger would not
significantly increase concentration, and there are no
interventions raising genuine issues of material fact that
cannot be resolved on the basis of the witten record, the
Comm ssion will not set this issue for hearing. Applicants
may, of course, submt an alternative conpetitive analysis in
addition to the screen.

The Comm ssion believes that the screen will be a
val uabl e analytical tool in all cases. It is conservative
enough so that parties and the Comm ssion can be confi dent
that an application that clears the screen would have no
adverse effect on conpetition. The screen also will be
valuable in identifying potential conpetitive problens early
in the process. The result will be nmore narrowy focused
i ssues at hearings when they are necessary. W also note that
the screen is intended to be sonewhat flexible. It sets out a
general nethod, but we will consider other methods and factors
where applicants properly support them

We believe that the analytic screen will produce a
reliable, conservative analysis of the conpetitive effects of
proposed nmergers. However, it is not infallible. In sone
cases, the screen nay not detect certain nmarket power

problens. There al so may be di sputes over the data used by
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applicants or over the way applicants have conducted the
screen analysis. These clainms may be raised through
interventions and by the Comm ssion staff. However, such
claims nmust be substantial and specific. [In other words, they
shoul d focus on errors in or other factual challenges to the
data or assunptions used in the analysis, or whether the
anal ysi s has overl ooked certain effects of the nmerger.
Unsupported, general clainms of harmare insufficient grounds
to warrant further investigation of an otherw se conprehensive
anal ysi s devel oped by the applicants. Intervenors nmay al so
file an alternative conpetitive analysis, acconpani ed by
appropriate data, to support their arguments. The Conm ssion
realizes that the need for nore rigor in intervention show ngs
could require additional efforts by potential intervenors. W
will therefore routinely allow 60 days fromfiling for
i ntervenors and others to comment on a nerger filing. 32/

A detailed illustrative description of the analytic
screen that we will use is in Appendix A The following is a
brief summary of the screen. There are four steps the

appl i cant rmust conplete and the Commi ssion will follow

(1) ldentify the relevant products. Relevant products

are those electricity products or substitutes for

[08)
N
~

Merger applicants that wish to facilitate the merger
revi ew process should serve potential intervenors with
copies of their filing (via overnight delivery),

i ncluding electronic versions, when they file their
applications with the Conmi ssion. Cf. Open Access Rul e,
61 FR 21,618 n.510.
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such products sold by the merging entities.

Geographi c markets: identify custoners who nmay be

affected by the nmerger. Generally, these would

include, at a mninum all entities directly

i nterconnected to a nmerging party and those that
hi storical transaction data indicate have traded
with a merging party.

Geographi c markets: identify potential suppliers

that can conpete to serve a given narket or

customer. Suppliers nust be able to reach the
mar ket both physically and economically. There are
two parts to this analysis. One is deternining the
econom ¢ capability of a supplier to reach a narket.
This is acconplished by a delivered price test,
whi ch accounts for the supplier's relative
generation costs and the price of transm ssion
service to the customer, including ancillary
services and | osses. The second part eval uates the
physi cal capability of a supplier to reach the
customer, that is, the anount of electric energy a
supplier can deliver to a market based on
transm ssi on system capability.

Anal yvze concentrati on. Concentration statistics

must be cal cul ated and conpared with the market

concentration thresholds set forth in the
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Gui del i nes. 33/

The useful ness of the screen anal ysis depends critically on
the data that are supplied with the application. These data
are described in Appendix A Applicants should file in
el ectronic format the data specified as well as any other data
used in their analysis.

| f the Cuidelines' thresholds are not exceeded, no
further analysis need be provided in the application. As
stated earlier, if an adequately supported screen anal ysis
shows that the merger would not significantly increase
concentration, and there are no interventions raising genuine
i ssues of material fact that cannot be resolved on the basis
of the witten record, the Conmm ssion will not set this issue
for hearing. |If the thresholds are exceeded, then the
application should present further analysis consistent with

the Guidelines. The Commission will also consider any

appl i cant - proposed renedies at this stage. |f none is

33/ The Guidelines address three ranges of market

concentration: (1) an unconcentrated post-nmerger market

-- if the post-merger Herfindahl-Hi rschman I ndex (HHI) i

bel ow 1000, regardless of the change in HH the merger i
unlikely to have adverse conpetitive effects; (2) a
noderately concentrated post-nerger market -- if the post
merger HHI ranges from 1000 to 1800 and the change in HH
is greater than 100, the nmerger potentially raises
significant conpetitive concerns; and (3) a highly
concentrated post-nerger market -- if the post-nerger HH
exceeds 1800 and the change in the HH exceeds 50, the
nmerger potentially raises significant conpetitive
concerns; if the change in HH exceeds 100, it is
presunmed that the nerger is likely to create or enhance
mar ket power .

S
S
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presented, or if the analysis does not adequately deal with
the issues, we will need to exam ne the merger further.

The Commission will set for hearing the conpetitive
effects of merger proposals if they fail the above screen
analysis, if there are problens concerning the assunptions or
data used in the screen analysis, or if there are factors
external to the screen which put the screen analysis in doubt.

We nmay al so set for hearing applications that have used an
alternative analytic method the results of which are not
adequately supported. As discussed in Section IIl F, the
Comm ssion will attenpt to sunmarily address issues where
possi bl e and may use procedural mechanisns that permt us to
di spose of issues without having a trial-type hearing.

e. Mtigation

Al t hough a conpetitive anal ysis pursuant to the
Gui delines may show that a proposed nerger woul d have
anticonpetitive effects, the Comm ssion nmay be able to approve
the merger as consistent with the public interest if
appropriate mtigation measures can be fornulated. |In the
past, in sone cases the Comm ssion has conditionally approved
a nerger if applicants agreed to conditions necessary to
mtigate anticonpetitive effects. |In sone instances,
applicants thensel ves have voluntarily offered commtments to

address various concerns. 34/ Comenters suggested a variety

34/ E.qg., Northeast Utilities Services Conpany/Re Public
Servi ce Conpany of New Hanmpshire, 50 FERC 61, 266,
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of conditions that we could i npose (or renedies that
applicants could adopt voluntarily) to solve conpetitive
problens with a merger. These include, for exanmple, the
formati on of an I ndependent System Operator (1SO, divestiture
of assets, elimnation of transm ssion constraints, efficient
regional transm ssion pricing, and offering an open season to
allow the merging utilities' custoners to escape fromtheir
contracts. Other comrenters oppose sone or all of these
remedi es. Sone commenters also argue that we should nonitor
the situation after a merger and inpose any new renedi es that
are needed; other comenters oppose such post-nerger review.
35/

As noted, the Conmm ssion's review of nerger applications
has frequently resulted in the devel opnent of particular
conditions that are designed to renmedy problens associ at ed
with the nmerger. These conditions are inposed as part of our
approval of the merger application. W expect that practice

to continue. For exanple, we expect the conpetition analysis

(..continued)
reh' g denied, 51 FERC 61,177, clarification, 52
FERC 61,046 (1990), order on reh'g, 58 FERC
61,070 (1992), order on reh'qg, 59 FERC 61, 042
(1992), aff'd in part sub nom Northeast Utilities
Servi ces Conmpany v. FERC, 993 F.2d 937 (1st Cir.
1993); M dwest Power Systens, Inc. and lowa-Il1linois
Gas & Electric Conmpany, 71 FERC 61,386 (commtted
to of fer whol esal e requirenents custoners an open
season).

The comments on renedi es are sunmari zed in nore
detail in Appendix D, Section VI D.

oY)
2
~~
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to focus extensively on generation nmarket power